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COMPLIANCE AUDITING
$100,000,000,000! That’s how much assistance the federal 
government provides state and local governments each year. 
In auditing up to 19,000 of those governments, as well as 
40-50,000 other entities that receive federal financial 
assistance, the CPA profession plays an important role in 
making sure these entities are accountable to the taxpayers. 
But how well has the profession played that role?
The General Accounting Office (GAO) examined 120 
randomly selected CPA audits of federal assistance. It found 
that in 34% of them the CPAs failed to follow applicable 
auditing standards. In light of these findings, the AICPA 
appointed a task force to map out a plan to improve the 
quality of governmental audits. The plan that task force 
developed included a recommendation that the Auditing 
Standards Board (ASB) develop a Statement on Auditing 
Standards on auditing compliance with applicable laws and 
regulations.
The ASB, with the help of its Compliance Auditing Task 
Force, is now working on a standard on auditing compliance 
with laws and regulations. That proposed standard com­
prises two parts. The first part addresses compliance auditing 
at the financial statement level. It describes the auditor’s 
responsibilities under generally accepted auditing standards 
(GAAS) and the GAO’s Standards fo r  Audit o f  Governmental 
Organizations, Programs, Activities, and  Functions (the 
Yellow Book). The second deals with compliance auditing 
at the individual program level in accordance with the Single 
Audit Act. This article discusses the issues the ASB is con­
sidering in the first part of the proposed standard.
DEFINING THE AUDITOR’S RESPONSIBILITIES
The federal government and state and local governments 
provide financial assistance to other governmental units and 
to not-for-profit organizations. That assistance may take the 
form of grants, contracts, loans, loan guarantees, property, 
cooperative agreements, interest subsidies, insurance, or 
direct appropriations. However, government assistance is no 
gift; it comes with strings attached.
Governments that provide financial assistance to other
entities set requirements governing (1) how those entities 
may use that assistance and (2) what information they must 
report. If an entity fails to comply with requirements govern­
ing the assistance it receives, it could be forced to pay back 
that assistance.
One of the auditor’s objectives in doing a GAAS audit of 
the financial statements of a state or local government or 
not-for-profit organization is to gather evidence to answer 
the question: Did my client fail to record or disclose material 
loss contingencies caused by noncompliance with require­
ments governing financial assistance? The results of proced­
ures auditors perform to meet that objective also provide the 
basis for their report on compliance issued in accordance 
with the Yellow Book.
In planning an audit in accordance with GAAS or the 
Yellow Book, the auditor assesses the materiality of finan­
cial assistance in relation to the financial statements. If 
assistance is material, the auditor considers the requirements 
governing that assistance. Armed with an understanding of 
those requirements, the auditor then assesses the risk that 
the financial statements could be materially misstated 
because of noncompliance with those requirements. Based 
on that assessment the auditor perform s procedures 
designed to find such misstatements.
REQUIREMENTS GOVERNING
FINANCIAL ASSISTANCE
Management is responsible for identifying requirements 
governing financial assistance. When that assistance is mate­
rial to the financial statements, the auditor is responsible for 
substantiating management’s identification of those require­
ments and understanding them well enough to assess the risk 
that noncompliance with them could cause the financial 
statements to be materially misstated. To carry out this 
responsibility, auditors need to (1) be satisfied that manage­
ment has identified the sources of assistance the entity 
received, (2) be aware of matters governed by requirements 
that, if not complied with, could materially affect the finan­
cial statements, and (3) perform appropriate audit procedures.
*The views expressed herein are those of the authors and do not necessarily reflect the views of the American Institute of CPAs. Official positions of the AICPA 
are determined through certain specific committee procedures, due process, and deliberation.
Sources o f  Assistance. Each financial assistance program— 
whether it is provided by federal, state, or local government— 
has its own set of compliance requirements. Therefore, to  
determine the compliance requirements he or she should 
consider, the auditor first needs to be aware of the sources of 
the financial assistance the entity received. The auditor may 
gain that awareness by asking management how much 
assistance the entity received and who gave it that assistance.
In evaluating management’s answers to these questions, 
the auditor should look out for hidden sources of assistance. 
Individual sources of financial assistance may not be readily 
identifiable because assistance from federal, state and local 
governments are often mixed together. That mixing, how­
ever, does not cut any of the strings attached to the assistance. 
The standard the Board is developing describes steps audi­
tors may take in evaluating whether management has 
properly identified sources of assistance.
Matters Governed by Requirements. The Federal Office of 
Management and Budget (OMB) has identified six general 
requirements that apply to all federal financial assistance 
programs. Failure to comply with these requirements could 
materially affect an entity’s financial statements. Besides 
being subject to general requirements, entities that get fed­
eral assistance must comply with requirements specific to 
each program through which they get assistance. A loss 
contingency could arise if an entity violates specific require­
ments pertaining to the following matters: types of services 
allowed or unallowed; eligibility; matching, level of effort, 
or earmarking; and reporting.
Like the federal government, state and local governments 
prescribe requirements governing the financial assistance 
they provide. Those requirements that, if violated, could 
result in a material misstatement of the financial statements 
generally pertain to the same matters as do the federal 
specific requirements discussed above.
Substantiating and  Understanding Requirements. An 
effective procedure for substantiating m anagem ent’s 
identification of federal requirements and for gaining an 
understanding of them is to review the Compliance Supple­
m ent fo r  Single Audits o f  State and  Local Governments (the 
Compliance Supplement) issued by the OMB. The Compli­
ance Supplement describes the six general requirements 
and requirements specific to sixty-two of the largest federal 
assistance programs. It also cites the laws and regulations 
that set those requirements and suggests procedures for 
testing compliance with them. Besides referring to the 
Compliance Supplement, the proposed standard describes 
procedures auditors may use to substantiate management’s 
identification of federal requirements not included in the 
Compliance Supplement and state and local requirements. 
Auditors may also use these procedures to gain an under­
standing of those requirements.
ASSESSING RISK AND PERFORMING PROCEDURES
In setting the nature and extent of audit procedures 
designed to find material loss contingencies caused by the 
entity’s violation of requirements governing financial 
assistance, the auditor should consider the risk that the 
entity violated those requirements and that the entity’s con­
trol structure failed to prevent or detect that violation.
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• management’s awareness of compliance requirements 
as indicated by its response to inquiries about sources of 
financial assistance and requirements governing that 
assistance
• the nature and extent of violations noted in prior audits
• the nature of the entity’s expenditure of the financial 
assistance it receives
• control-structure elements designed to give manage­
ment reasonable assurance that the entity complies 
with those requirements
Based on the results of their assessment of risk, auditors 
plan and perform audit procedures they believe are sufficient 
to detect noncompliance with requirements governing 
financial assistance that could cause material loss contingen­
cies. The auditor should also obtain written representations 
from management acknowledging (1) its responsibility for 
the entity’s compliance with the requirements governing 
the governmental financial assistance the entity receives and 
(2) the completeness of its disclosure to the auditor of 
sources of financial assistance, amounts of financial assist­
ance, and requirements governing financial assistance.
REPORTING UNDER THE YELLOW BOOK
The Yellow Book requires the auditor to report on the 
entity’s compliance with requirements governing financial 
assistance it received. That report should be based on the 
results of audit procedures designed to detect noncompli­
ance with requirements governing financial assistance that 
could cause material loss contingencies. The Yellow Book 
also requires auditors to report “material instances of non- 
compliance” and “ instances or indications of fraud, abuse, 
or illegal acts.”
IMPROVING GOVERNMENTAL AUDITS
The GAO’s study of governmental audits has pointed out 
the need for the CPA profession to improve the way it audits 
government assistance. The Auditing Standards Board is 
working to satisfy that need by developing a standard on 
compliance auditing. That standard would spell out the 
auditor’s responsibility for testing compliance with require­
ments governing financial assistance and explain how the 
auditor carries out that responsibility.
TECHNICAL PLAN HIGHLIGHTS
“EXPECTATION GAP” PROJECTS
On February 14, 1987 the Board issued exposure drafts of 
nine proposed SASs and one proposed attestation standard. 
The comment period for these exposure drafts expired on 
July 15 , 1987. Here is a summary of the status of each of 
these proposed standards.
The Auditor’s Responsibility to Detect and Report 
Errors and Irregularities (AICPA staff: JANE MANCINO). 
This proposed SAS would supersede SAS No. 16, The 
Independent A uditor’s Responsibility fo r  the Detection o f  
Errors or Irregularities. It would require the auditor to 
design the examination to detect errors and irregularities. It 
also discusses client characteristics that may indicate a risk 
of material misstatements, indicates how to respond to the
Among the matters that may influence that risk are:
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presence of such characteristics, and emphasizes the impor­
tance of an attitude of professional skepticism. It would 
require the auditor to be assured that the audit committee is 
adequately informed of irregularities.
Though the exposure draft would require an adverse 
opinion when the financial statements are materially 
affected by an irregularity, the Board is now considering 
allowing the auditor to issue a qualified report. The Board 
continues to discuss the definition of the auditor’s responsi­
bility to detect errors and irregularities. Schedule: The 
Board expects to discuss this project regularly through the 
end of 1987; final SAS to be issued first quarter 1988.
Illegal Acts by Clients (JANE MANCINO). This pro­
posed SAS would supersede SAS No. 17 of the same title. It 
describes the characteristics of illegal acts that influence the 
auditor’s responsibility to detect them: dependence on legal 
judgment and relation to the financial statements. It reaffirms 
that, if the auditor detects a possibly material illegal act, he 
or she should apply audit procedures specifically directed 
to ascertaining whether an illegal act has occurred. Also, it 
would require the auditor to determine that the audit com­
mittee is adequately informed of detected illegal acts.
The Board will discuss clarifying the distinction between 
an illegal act and an irregularity at its October meeting. 
Schedule: The Board expects to discuss this project regu­
larly through the end of 1987; final SAS to be issued first 
quarter 1988.
Examination o f  M anagement’s D iscussion and Anal­
ysis (MIMI BLANCO). This proposed attestation standard 
would provide guidance to auditors engaged to attest to 
management’s discussion and analysis (MD&A), thereby 
enhancing the credibility of that information to users. 
Schedule: The Board has deferred further work on this pro­
posed standard pending the SEC’s decision on its concept 
release on MD&A. The Board expects to finalize the standard 
in early 1988.
Com m unication With Audit Com m ittees or Others 
With Equivalent Authority and R esponsibility (MIMI 
BLANCO). This proposed SAS would require auditors to 
ensure that persons responsible for oversight of auditing 
and financial reporting (such as audit committees) are 
informed about certain matters related to the conduct of an 
audit. Those matters include significant accounting poli­
cies, accounting estimates, the significance of audit adjust­
ments, and disagreements with management. The Board has 
tentatively concluded that this proposed SAS would apply 
in all audits—not just those of public companies. Schedule: 
The Board expects to discuss this project regularly through 
the end of 1987; final SAS to be issued first quarter 1988.
The Auditor’s Standard Report (MIMI BLANCO). This 
proposed SAS is intended to help financial statement users 
better understand the auditor’s role. It would require the 
auditor’s standard report to explicitly address the responsi­
bility auditors assume, the procedures they perform, and 
the assurances they provide. This proposed SAS would also 
rescind the second standard of reporting, which requires 
the report to state whether accounting principles have been 
consistently applied.
The exposure draft proposed that the auditor’s report 
state that generally accepted auditing standards (GAAS) 
require auditors to design audits to evaluate whether the 
financial statements are materially misstated. The Board is
considering replacing that statement with one that GAAS 
requires the auditor to plan and perform the audit to pro­
vide reasonable assurance about whether the financial state­
ments are free of material misstatement. Schedule: The 
Board expects to discuss this project regularly through the 
end of 1987; final SAS to be issued first quarter 1988.
Auditing Accounting Estimates (MARK BEASLEY). 
This proposed SAS describes procedures an auditor may 
consider in evaluating the reasonableness of accounting 
estimates. It also identifies control structure elements that 
may reduce the likelihood of material misstatements of esti­
mates. Schedule: The Board expects to discuss this project 
regularly until end of 1987; final SAS to be published first 
quarter 1988.
The Auditor’s R esponsibility For A ssessing Control 
Risk (PEG EAGAN). This proposed SAS, which would super­
sede AU section 320, The A uditor’s Study and  Evaluation  
o f  Internal Control, broadens the auditor’s responsibility to 
study and evaluate internal control when planning an audit. 
The exposure draft also incorporates the concepts of audit 
evidence and audit risk.
The Board discussed the exposure draft at its September 
meeting and agreed to retain specific concepts of AU section 
320 not incorporated in the exposure draft and to clarify 
terminology in the proposed SAS. Schedule: The Board 
expects to discuss this project regularly through the end of 
1987; final SAS to be issued first quarter 1988.
The Com m unication o f  Control-Structure Related 
Matters Noted in an Audit (ANTHONY DALESSIO). This 
proposed SAS would supersede SAS No. 20, Required Com­
m unication o f  Material Weaknesses in Internal Control, 
and sections of SAS No. 30, Reporting on Internal Account­
ing Control. The exposure draft would replace the concept 
of material weaknesses in internal accounting control with 
a broader concept of reportable conditions, which are 
defined as significant deficiencies in the control structure 
that could adversely affect the entity’s ability to report 
financial data consistent with financial statement assertions. 
It would also prescribe a form of written communication of 
reportable conditions designed to be clearer than the report 
on internal control presented in SAS No. 30. The Board is 
now considering allowing auditor’s reports to distinguish 
material weaknesses from other reportable conditions. 
Schedule: The Board expects to discuss this project regu­
larly through the end of 1987; final SAS to be issued first 
quarter 1988.
The Auditor’s Consideration o f  an Entity’s Ability to 
Continue in Existence (PEG FAGAN). The proposed SAS 
would supersede SAS No. 34, The A uditor’s Consideration 
When a Question Arises About an E ntity’s Continued Exis­
tence and requires the auditor to consider continued exis­
tence of an entity on all engagements. It would also eliminate 
the " subject to" opinion qualification but require auditors 
to modify their report when substantial doubt exists about 
an entity’s ability to continue in existence—even if asset 
recoverability and liability classification are not in question.
While the exposure draft refers to bankruptcy in the 
definition of “continued existence,” the Board is now con­
sidering another definition that does not mention bank­
ruptcy. That definition describes an entity as a “going 
concern” if it is able to continue in operation and meet its 
obligations. Schedule: The Board expects to discuss this 
project regularly through the end of 1987; final SAS to be 
issued first or second quarter 1988.
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Analytical Procedures (PEG FAGAN). This proposed 
SAS would supersede SAS No. 23, Analytical Review Proce­
dures, and would require the use of analytical procedures in 
the planning and final review stage of all audit engagements. 
It also provides guidance on the development and use of 
analytical procedures as well as on evaluating the effective­
ness and efficiency of analytical procedures in detecting 
errors and irregularities.
The Board is now considering guidance on how the audi­
tor performs analytical procedures in the planning stage. 
The Board is also considering clarifying where analytical 
procedures can be effective evidence gathering tools. Sched­
ule: The Board expects to discuss this project regularly 
through the end of 1987; final SAS to be issued first quarter 
1988.
OTHER PROJECTS
Here is a summary of the status of the Auditing Standards 
Division’s other projects.
Financial Forecasts and Projections (MIMI BLANCO). 
The Auditing Standards Board has created the Forecasts and 
Projections Task Force to deal with problems encountered 
in implementing the guidance in the Statement on Standards 
for Accountant’s Services on Prospective Financial State­
ments, Financial Forecasts and  Projections. Persons with 
questions or problems in this area are urged to write to the 
task force, care of the Auditing Standards Division, at the 
AICPA (1211 Avenue of the Americas, New York, NY 10036).
Reporting on  Examination o f  Pro Forma Adjust­
m ents (JANE MANCINO). The Board has developed an 
attestation standard that provides guidance on reporting on 
pro forma adjustments. That guidance includes concepts 
presented in the 1984 exposure draft of a proposed SAS on 
this subject. At its October meeting the Board will consider 
points raised by the SEC. Schedule: Standard to be issued 
first quarter 1988.
O m nibus SAS—1987 (CAMRYN CARLETON). The 
Board issued an exposure draft titled Omnibus Statement 
on Auditing Standards—1987 on September 4, 1987. The 
proposed SAS contains technical amendments to SAS No. 5, 
The Meaning o f  “Present Fairly in Conformity With Gener­
ally Accepted Accounting Principles” in the Independent 
Auditor’s Report, SAS No. 27, Supplementary Inform ation  
Required by the FASB and SAS No. 29, Reporting on 
Inform ation Accompanying the Basic Financial State­
ments in Auditor-Submitted Documents. The amendments 
would recognize the GASB’s authority to establish financial 
accounting principles for state and local governmental 
entities pursuant to Rule 203 of the AICPA’s Code of Profes­
sional Ethics and standards on disclosure of financial 
information for such entities under Rule 204. It also would 
revise existing standards in response to FASB Statement No. 
89, Financial Reporting and  Changing Prices. It would 
rescind SAS Nos. 28, Supplementary Inform ation on the 
Effects o f  Changing Prices, SAS No. 40, Supplementary 
Mineral Reserve Inform ation, and SAS No. 45, Supplemen­
tary Oil and  Gas Reserve Inform ation, with the guidance 
in SAS No. 45 being reissued as an auditing interpretation. 
Schedule: Comment deadline is November 4, 1987.
Revision o f  Standard Bank C onfirm ation Form  
(CAMRYN CARLETON). A proposed auditing interpretation 
of SAS No. 31, Evidential Matter, titled “Request for 
Corroborating Information From Financial Institutions” 
has been sent to the Board for review. It would present a 
new standard bank confirmation form and provide guidance 
on when to use the form and when to request information 
through separate correspondence w ith bank officials. 
Schedule: The auditing interpretation and revised bank con­
firmation form will appear in the December 1987 Journal 
o f  Accountancy.
C om pliance Auditing (PATRICK MCNAMEE). The 
Board is developing a standard to provide guidance on the 
auditor’s responsibility in an engagement to report on 
compliance with laws and regulatory requirements of 
government financial assistance programs. (See article on 
page 1.) Schedule: The Board will discuss a proposed stan­
dard at the October 1987 meeting; exposure draft expected 
by end of 1987.
RECENT DIVISION PUBLICATIONS
In September 1987 the Division published the audit and 
accounting guide Audits o f  Agricultural Producers and  
Agricultural Cooperatives (product no. 012140) and an 
exposure draft of a proposed SAS titled Omnibus Statement 
on Auditing Standards—1987 (product no. G00322). Both 
publications are available from the AICPA’s order department 
(outside NY State 800/334-6961; in NY—800/248-0445).
The Division also published interpretations of SSARS 
No. 4, Communication Between Predecessor and  Succes­
sor Accountants, and the Statement on Standards for 
Attestation Engagements, Attestation Standards. Titled 
“Reports on the Application of Accounting Principles” and 
“Defense Industry Questionnaire on Business Ethics and 
Conduct,” respectively, these interpretations appear in the 
August 1987 issue of the Journal o f  Accountancy.
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